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Executive Summary 


Canadian financial institutions are in the midst of change. Traditional roles are 
being broken down by a variety of new developments. To a degree, this trend is 
international in nature. Financial sector regulation has become a prominent issue 
not only in Canada but in many other major industrialized countries as well. 


The changes in the Canadian financial system have been relatively rapid and, as 
can be expected, have caused considerable institutional re-evaluation. The changes 
have been mostly linked to the diversification by one type of financial institution 
into another’s traditional territory. In the process, there has been a further 
blurring of the distinctions among the various types of financial institutions. 


Despite the rapid changes, Canada’s financial institutions have served the market 
well. They have earned the confidence of Canadians and maintained an exemplary 
reputation abroad. 


Nevertheless, the new developments, coupled with the recent failure of several 
trust, mortgage loan and general insurance companies, have focused public 
attention on the regulation of financial institutions in general, and policies 
concerning the soundness of institutions in particular. At the same time, financial 
institutions such as trust, mortgage loan and insurance companies have pressed 
with increased urgency for modifications to their respective governing legislation 
and regulations. Unlike banking legislation, the acts of Parliament governing these 
institutions are not required to be reviewed every 10 years. Although these 
institutions’ requests have until recently been addressed by changes that have been 
made over the years on a piecemeal basis, there has not been a general revision to 
their governing legislation in many decades. 


From the federal government’s point of view, the recent developments and 
problems in the financial sector have brought into question some of the 
fundamental assumptions with respect to how government should frame regulation 
to best meet public policy goals. Questions have also been raised about the 
government’s long-standing practice of formulating policy for each segment of the 
financial industry separately, rather than for all segments at the same time. It is 
generally recognized that the existing legislation was not framed with the 
emerging structure of the financial sector in mind and that, as a consequence, 
there is a need for a fundamental review of how public policy is implemented for 
this sector. This paper is intended to stimulate a wide-ranging public discussion, 
initiating the process that would lead to a legislative response to the changing 
financial environment. 


Given the federal government’s exclusive jurisdiction over the chartered banks and 
its shared responsibilities with the provinces for regulating the trust, mortage loan, 


and insurance companies, the financial sector and the public are naturally looking 
to the federal government to play an important role in regulatory reform. As 
explained in the November 8, 1984 document, A New Direction for Canada: An 
Agenda for Economic Renewal, the government intends to work with the 
provinces, the public and the financial community to ensure that legislation 
responds to the rapid changes taking place in the financial system. To this end, 
preliminary consultations on regulatory change have already taken place with 
financial industry representatives and the provinces. 


The task of developing new legislation will not be an easy one. The policy issues 
involved are complex. There are, in addition, many distinct industry groups within 
the financial sector operating under different pieces of federal and provincial 
legislation and these industry groups have varying interests that must be taken 
into account. While the road to reform will be a difficult one, there is, however, no 
turning back. Things have changed quickly during the past five years and public 
policy and legislation have not kept pace. Changes will be required to modernize 
the regulatory system whatever course of action is finally decided upon. 


This discussion paper is intended to encourage public debate on the broad issues 
affecting the consumer and the financial community alike and to focus attention 
on some possible responses. In addition, in the discussions and consultations on 
this paper, the government will be seeking the public’s views on these issues and 
will consider alternative responses that are put forward. More details on the 
proposals outlined in this paper will be published in a technical paper in the near 
future. The technical paper will also include some of the detailed proposals 
contained in the 1982 federal discussion paper on trust and loan legislation. 


Interested parties are requested to send their comments and suggestions to the 
Minister of State (Finance), House of Commons, Ottawa, K1A 0A6, by July 31, 
1985, so that they can be considered in the consultative process. The government 
will seek to have this discussion paper and the soon-to-be-released technical paper 
referred to a parliamentary committee for detailed study, with a report back to 
Parliament by September 30, 1985. The government intends to introduce draft 
legislation as soon thereafter as possible, recognizing the need both for all parties 
to be heard and for a timely passage of necessary legislative reforms. 


Principles and Directions 


In conjunction with the government’s overall approach to the formation of public 
policy, this paper is intended to generate consultation and discussions with the 
provinces, consumers and industry. It is also intended as input in the parliamen- 
tary process. The government is, however, committed to several important 
principles that it believes will better serve the public interest in the regulation of 
financial institutions in Canada. They are as follows: 


(i) | improve consumer protection; 
(ii) strictly control self-dealing; 


(iii) guard against abuses of conflicts of interest; 


(iv) | promote competition, innovation and efficiency; 


(v) enhance the convenience and options available to customers in the 
marketplace; 


(vi) broaden the sources of credit available to individuals and business; 


(vii) | ensure the soundness of financial institutions and the stability of the 
financial system; 


(vill) promote international competitiveness and domestic economic growth; 


(ix) | promote the harmonization of federal and provincial regulatory policies. 


The present situation is regarded by the government as an opportunity to achieve 
potential benefits for the financial system and, indeed, the Canadian economy. 
Because of the importance of financial institutions in channelling savings to 
finance economic growth, it is essential that they be sound, innovative, dynamic, 
and internationally competitive. The challenge is to develop a regulatory approach 
that encourages, rather than inhibits, innovation and efficiency in our financial 
sector while at the same time protecting the public. 


In a fast-changing financial world, regulatory policy should avoid as much as 
possible the imposition of a preconceived structure on the financial system. While 
regulation is needed to ensure soundness and consumer protection, market forces 
should have an important role in shaping the financial system because that will 
work in the direction of achieving the kind of dynamic and efficient financial 
system that our economy needs. The proposals summarized below represent 

the government’s judgement as to how policy goals can best be achieved in the 
current circumstances. 


Overview of Proposals 


Consistent with the principles stated above, the government is proposing to permit 
a greater degree of flexibility in institutional arrangements. One way would be to 
allow the combination of bank and non-bank institutions under the umbrella of a 
financial holding company. The government believes that these new arrangements 
would enhance competition among financial institutions and result in improved 
services for users and the greater efficiency of financial markets. Small and 
medium-sized businesses would have broader access to funds when borrowing, 
which would in turn improve the prospects for economic growth and renewal. In 
addition, financial institutions would have greater flexibility in developing and 
packaging financial services to best meet business and individual needs. It is hoped 
that the proposals would have the same effect of expanding choice and lowering 
costs in the field of business lending as legislative changes in the 1950s and 1960s 
had in the mortgage and personal loan markets. 


These proposals, however, should not be interpreted as the “deregulation” of 
financial institutions. Indeed, while they would, as described below, provide 
additional opportunities for financial institutions, there would at the same time be 
new, tougher rules to ensure consumer protection and the soundness of individual 
financial institutions and of the financial system as a whole. In addition, the 


current high standards required in the formation of new financial institutions 
would be maintained. The recent failures of some financial institutions have 
underlined the dangers to which institutions can be exposed where self-dealing, or 
non-arm’s-length transactions, are permitted. The government is therefore 
proposing to strictly control self-dealing as part of its effort to ensure that 
federally-incorporated financial institutions are safe places for Canadians to keep 
their money. The government will consider various alternative methods to provide 
the strict control over self-dealing that is essential, but considers a clear-cut, 
uncompromising ban on self-dealing as the option that inspires the greatest 
confidence in this regard. 


Some of the failures have also highlighted the fact that regulators may not always 
have sufficient authority to take action even after problems or difficulties have 
been detected. This situation is addressed in the proposals, which outline a number 
of possible ways that supervisors’ powers could be enhanced to enable them to 
discharge their duties properly. 


The regulatory changes that are being proposed would allow most types of 
federally-incorporated financial institutions greater scope for offering financial 
services than in the past. Some commonly-controlled non-bank financial 
institutions have already been organized under the umbrella of a financial holding 
company. This is essentially the model that the government would like other 
financial institutions to use if they seek to offer their customers broader services. 
The proposed approach would permit different types of financial institutions to be 
commonly owned by a financial holding company. It would, in addition, ensure 
that federal legislation does not constitute a barrier to such common use of 
distribution and marketing systems as provincial regulations and licensing policies 
would permit. 


However, in light of the government’s policy concerns related to solvency, 
financial institutions and financial holding companies would have to meet a 
number of specific structural requirements. They would have to remain distinct 
corporate entities with their own boards of directors and financial statements. This 
would be particularly important from a supervisory point of view for assessing 
capital adequacy and liquidity and in the application of deposit insurance. 


With respect to commercial lending, increased competition could be facilitated in 
two ways: (1) widening the commercial lending powers of trust companies and 
other non-bank institutions, or (2) allowing financial holding companies to own a 
bank (to be known as a Schedule C bank). The government is disposed to the 
second approach. This would ensure that commercial lending engaged in by 
different financial institutions would be subject to the same regulatory regime. 
Institutions wishing to establish a Schedule C bank, of course, would have to meet 
rigorous criteria for financial soundness. 


To permit them the same opportunity for diversification as other institutions, 
provisions would be made to enable Canadian mutual insurance companies 
and co-operative credit associations to take full advantage of the financial 
holding company approach. Mutual companies would also be subject to 
appropriate limitations on the amount of policy-holders’ funds used for 
diversification purposes. 


The proposed changes relating to financial holding companies do not generally 
include Schedule A and B banks. It should be noted that extensive changes were 
made to the Bank Act in 1980. The government intends to focus at the present 
time on making changes to other financial legislation. Substantial changes to 
banking legislation are not being contemplated until the 1990 decennial review of 
the Bank Act, although there may be some changes including proposed 
amendments to the rules regarding reserve requirements. In the meantime, the 
government is prepared to begin consultations on the 1990 Bank Act review. 


One issue this raises is the implications for the competitive position of smaller, 
regional Schedule A banks in the period between passage of legislation associated 
with the proposals in this paper and subsequent amendments to the Bank Act. The 
government is concerned that the proposals in this paper do not disadvantage such 
institutions, and it will enter into discussions regarding ways of ensuring that they 
are able to maintain a healthy competitive position in the markets they serve. One 
way could be to allow such Schedule A banks, where circumstances warrant, to 
become Schedule C banks which would allow them, under a holding company 
framework, to diversify into related financial activities. 


With respect to investment dealers, the federal government recognizes that these 
institutions traditionally have been regulated at the provincial level. In recent 
years, a number of provincial governments have been reviewing their policies for 
this sector and in the process have considered the possibility of greater 
participation of financial institutions in the ownership of securities dealers. The 
federal government does not want to interfere with provincial policies in respect of 
the ownership of securities dealers and, therefore, proposes to allow investment in 
securities dealers’ equity by financial holding companies, to the extent permitted 
in the various provincial jurisdictions. 


The regulatory approach the government is proposing is expected to produce 
benefits to consumers and the economy. Financial institutions should have greater 
scope to react to market forces and to pursue cost efficiencies. In turn, consumers 
should benefit from a more competitive marketplace, more convenient financial 
packages, and possibly lower prices. The government recognizes that the proposed 
changes would make it easier for non-bank financial institutions to provide 
‘one-stop shopping”’. This should be interpreted, however, as facilitating such a 
trend, not promoting it. The government is confident that a sufficient variety of 
choice will continue to exist for those who wish to diversify their sources of 
financial services. 


As previously noted, one of the areas that will require a tougher set of rules is non- 
arm’s-length transactions, or self-dealing. This is of particular concern in the case 
of closely-held institutions where a single shareholder or a group of associated 
shareholders can potentially exert influence or control. There currently are rules 
prohibiting non-arm’s-length lending in trust, mortgage loan and insurance 
company legislation. Thus, the concept of a ban on self-dealing is already well 
established. However, the rules do not cover all types of situations or transactions. 
In the government’s view, the best way to provide the strict control over self- 
dealing that is essential is to broaden this ban and apply it rigorously to all types 


of financial transactions. This would be an essential feature of the government's 
proposals to protect Canadians who entrust their savings to financial institutions. 


Another of the government’s regulatory concerns is the potential for conflicts of 
interest to occur in the provision of different types of financial services within a 
single institution or within a conglomerate. The government intends to 
significantly enhance protection for consumers in this regard. It is therefore 
proposing, among other things, the creation of a new public body to investigate 
complaints and represent consumer interests where abuses of this nature occur or 
are suspected. In addition, where trust and other financial activities are carried 
out in the same institution, or related group of institutions, the government is 
proposing that a clear separation be maintained between trust investment decision- 
making and other operations. 


In recognition of the increased complexity of the financial system, and the 
possibility of closer ties among institutions, the government will consider changes 
in its system of supervision. At present, the Office of the Inspector General of 
Banks supervises the chartered banks while the Department of Insurance 
supervises the trust, mortgage loan and insurance companies and other federally- 
regulated financial institutions. It may be appropriate to consolidate these 
functions in a comprehensive supervisory body. 


With respect to the ownership of financial institutions, the government’s view is 
that while restrictions limiting individual shareholdings to 10 per cent have helped 
to minimize the potential for self-dealing in the banking industry, they are not the 
only method of achieving such an objective. Strict controls on self-dealing can 
accomplish the same thing. It is therefore not the government’s intention to 
propose a retroactive restructuring of the ownership of non-bank financial institu- 
tions. Such a policy would waste effort and inhibit managerial innovativeness 

and efficiency, without being essential to the achievement of public policy goals. 


With regard to foreign ownership, the government proposes to leave the present 
rules unchanged. In addition, financial holding companies would be subject to the 
same general principles as presently exist in the trust and insurance legislation, 
i.e., that transfers of ownership would be restricted (on the basis of a maximum 
limit of 10 per cent for individual non-residents and 25 per cent for total foreign 
ownership), but new entry would be freely allowed. However, because Schedule C 
banks would be subject to the same foreign-ownership restrictions as Schedule A 
banks, they could not be part of a foreign-controlled financial holding company. 


Ministerial discretion over the formation of new financial institutions has been a 
traditional feature of financial institutions legislation. It has become apparent that 
there are also circumstances where Ministerial control over the transfer of 

shares is equally important. It is, therefore, the government’s intention to 

require Ministerial approval of transfers of significant blocks of shares of 
financial institutions. 


The need for a review of policy regarding deposit insurance has been underscored 
by the recent failure of some small insured deposit-taking institutions. A private 
sector group, headed by Robert Wyman, Chairman of Pemberton Houston 


Willoughby Incorporated, has been formed recently by the Minister of State 
(Finance) to review the Canada Deposit Insurance Corporation and its operations, 
and to produce a report. The government intends to wait for that report before 
making proposals in this area. 


The government is considering the simplification of investment rules for insurance, 
trust and mortgage loan companies and pension funds. The idea suggested by 
these institutions is to shift the nature of the rules from the current mainly 
“qualitative” approach (based on limiting investments in companies that do not 
meet earnings and dividends tests) to a “quantitative” or “portfolio” approach 
(based on limiting the proportion of a portfolio that can be invested in each type of 
security). Such a change would provide these institutions with greater leeway to 
choose the investments they feel are appropriate while still protecting against 
undue risk. Not only would this broaden the range of investments for financial 
institutions but it would enhance the ability of small and medium-sized businesses 
to issue new securities. The government is interested in discussing this matter 
further with interested parties. 


Changes of the magnitude described above, of course, would require a transition 
period during which financial institutions would have time to adjust. The 
government intends to consult with the financial sector to ensure that a reasonable 
time frame is provided for institutions to comply with new legislative 
requirements. 


The proposed changes would affect the following federal laws: Trust Companies 
Act, Loan Companies Act, Canadian and British Insurance Companies Act, 
Foreign Insurance Companies Act, Quebec Savings Banks Act, Co-operative 
Credit Associations Act, and the Pension Benefits Standards Act. Moreover, new 
financial holding companies legislation would be written and consequential 
changes to the Bank Act would be made. 


The government additionally proposes to introduce a cycle for the regular review 
of financial institutions legislation. The various acts would be reviewed at the 
same time every 10 years, with the review triggered by a “sunset” clause in each 
act. The decennial revision of the Bank Act would be shifted after 1990 to make it 
coincide thereafter with the decennial review of legislation for non-bank financial 
institutions. The government will also seek to have discussions with the provinces 
with the aim of harmonizing the federal review process with provincial reviews. 
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